
1 
 

Please see important disclosures at the end of this document. Supplemental to a fully compliant presentation. 

% and  

 
 
 
 
Key Points 
 

 This interim report considers two key questions on the minds of many investors: 
 

1) Is it time to “take some chips off the table?” 
2) Should I “do something” to prepare for the November elections? 

 
 We believe the answer to the first question is “Yes,” but for some investors we are referring to 

lightening up on stocks, while for others we mean selling bonds. 
 Our response to the second question is also “Yes,” but the reasons go beyond the elections to 

include a handful of variables that have disrupted the risk profile of many asset markets in ways 
that might justify attention from investors. 

 In addition to the COVID pandemic, the unprecedented magnitude of monetary and fiscal 
stimulus throughout the world is a primary consideration, particularly its effect of pushing 
interest rates toward zero. 

 Regarding the elections, we suspect a “blue wave” outcome would justify a moderate reduction 
in the fair value of the stock market to account for the impact of a (presumed) higher corporate 
tax rate on company profits. 

 Other election-related catalysts include the possibility for a contested election, and the potential 
for investors to accelerate stocks sales prior to year-end to get ahead of a possible increase in the 
capital gains tax rate. 

 Our prescription for the world as we see it is balance…among asset classes, industry sectors, 
market factors and geographies. 

 We suspect that the confluence of forces that propelled a small subset of “platform” growth 
companies to dominate the wealth creation “pie” over the past decade may be close to running 
its course. 

 Meanwhile, important headwinds to the under-performing assets of the past decade may be 
poised for improvement. 

 We suspect now might be a particularly opportune time to restore balance to any portfolio that 
lacks it. 

 Executing on this prescription may require a reduction in the assets investors have grown most 
fond of – notably domestic growth stocks and/or high quality bonds – while embracing assets and 
securities that don’t look very good based on recent history. 

 This is not easy. 
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Considering Two Common Questions from Investors 
 
In recent days the S&P 500 Index has been reaching new record highs, capping a roughly four-month 
stretch of persistent upward momentum for the U.S. stock market.1  This remarkable recovery in the face 
of continued economic disruption from the COVID pandemic is prompting many investors to wonder 
whether now is a good time to “take some chips off the table.” 
 
A second indicator showing persistent strength in recent months has been the probability of a “blue 
wave” in the November elections, as measured by national polls and prediction markets.  For example, 
the recent price of political futures contracts at Predictit.org implies a 58% probability for a Biden victory, 
and a 54% chance for democratic control of both chambers of congress post-election.2  This development 
has many investors wondering if they should “do something” with their investments before November. 
 
We consider these questions to be particularly timely because they lead to a broader discussion about 
risk management during this unique moment in history.  Specifically, we believe the combination of the 
global COVID pandemic, and interest rates anchored to zero worldwide, may have shifted the risk-reward 
dynamic of global asset markets in ways that justify action for many investors.  With this framework in 
mind, we will consider each of these questions in order. 
 
 
Question 1:  Is it Time to Take Some Profits? 
 
Our answer to this question is “Yes, but only if…” 
 
For any investor who learned in March that their risk tolerance is not what they thought it was, we believe 
now might be a good time to re-calibrate their portfolio toward a less volatile strategic asset allocation.  
This can be accomplished by increasing the allocation to fixed income relative to equity in the overall 
portfolio allocation. 
 
Investors considering this path should do so with eyes wide open that lower volatility coincides with lower 
returns over the vast majority of long-term holding periods.  Moreover, the potential sacrifice of long-
term return potential from a conservative asset allocation may be particularly troublesome today due to 
the policy-driven suppression of interest rates in the fixed income markets throughout the world. 
 
Even so, for investors who wish to reduce the downside vulnerability of their portfolio, the sharp recovery 
in stocks since March offers a “second chance” to shift to a more conservative portfolio design, and we 
would not discourage any investor from acting on this impulse, provided that the primary objective from 
the change is portfolio stability.   
 
 
 
 
 

                                                           
1 Source:  Bloomberg; Closing price of 3,397 as of August 21, 2020 
2 Source: Predict.org as of Aug. 26, 2020 
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An Alternative Answer… 
 
We believe there is another appropriate answer to the question, “Is it time to take some chips off the 
table?”  That answer is, “Yes, but not where you think.”   
 
For many investors, now may be a good time to book profits from their bonds to reinvest into more 
stocks.  Such a move is unlikely to be helpful to the short-term volatility characteristics of the portfolio, 
but it may be necessary to maximize long-term income and growth potential in an environment of ultra-
low interest rates. 
 
For many investors market volatility is a secondary concern.  The primary risk these investors worry about 
is falling short of expectations for retirement income, college tuition, an asset purchase, or funding 
commitments in the case of foundation/endowment portfolios.  For these investors, the inability to earn 
even a negligible rate of interest on high quality bonds severely limits the utility of the fixed income asset 
class in portfolio construction.   
 
We believe bonds still have an important role to play to provide ballast from volatility, and as a reserve 
of stable value for resources that may be needed within the next few years.  However, due to the 
historically punitive sacrifice in long-term return potential from any allocation to bonds, many investors 
may need to limit their fixed income allocation to the minimum amount that might be required to ride 
out a bear market in stocks…typically no more than five years’ worth of projected annual withdrawals. 
 
Are Stocks Overvalued? 
 
The global suppression of interest rates is a key element in our seemingly bipolar suggestion for some 
investors to exchange stocks for more bonds, and for others to do the opposite.  Low interest rates 
support higher valuation multiples in the stock market.  Record amounts of central bank liquidity and 
other fiscal support have also supported asset values during the pandemic.  These are key reasons why 
we do not believe stocks as an asset class are overvalued today, allowing both buyers and sellers to 
anticipate a fair deal from their side of the trade. 
 
That said, the current valuation of many stocks seems highly dependent on low interest rates, making 
them vulnerable to any unexpected rise in rates.  This may be particularly true for several of today’s most 
popular growth stocks because the majority of their intrinsic value is derived from the discounted present 
value of their expected earning power many years into the future (think Tesla).  The recent miniscule 
level of interest rates has had a profoundly positive impact on the present value calculation of growth 
stocks in particular, making them more dependent than most on a continuation of the current interest 
rate environment. 
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Stocks as a Source of Income 
 
Ironically, when viewed through the lens of income potential, stocks look cheaper today than any time in 
the past 50 years.  Consider the chart below, which compares the dividend yield of the S&P 500 stock 
index to the yield on 10-Year U.S. Treasury Notes.  It has been highly unusual for stocks to offer a higher 
yield than government bonds in recent decades, and the spread in favor of stocks recently notched an 
all-time high. 
 

 
              Source: Bloomberg 
 
For investors with a time horizon of 10-years or longer, we believe this dynamic tilts the odds substantially 
in favor of stocks to be the more rewarding asset class.  For example, we suspect that a baseline forecast 
for the cumulative dividend income from a $100,000 investment in the S&P 500 Index over the next 
decade would be approximately $20,650.  This estimate is derived from the current dividend yield for the 
index of 1.72%, plus an assumed growth rate equal to nominal GDP, which has been running around 4.0% 
for the past couple of decades.3 
By comparison, the cumulative income from a $100,000 investment in the 10-Year U.S. Treasury would 
be just $6,400 based upon today’s starting yield-to-maturity.4 

                                                           
3 Source: St. Louis Fed; Nominal GDP grew approximately 7.0% per annum in the six decades through 2007, however, 
growth has been slowing in recent decades due to lower inflation and population growth. 
4 Source: Bloomberg; Based upon the yield-to-maturity as of August 23 of 0.64%; Reinvestment of dividends and interest 
has been excluded for simplicity but would tilt the balance more heavily in favor of stocks if included. 
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The potential income advantage of stocks versus bonds is even more pronounced for international 
equities and value stocks because the starting dividend yields are higher.  The recent dividend yield for 
the MSCI EAFE Index of developed international stocks is 2.81%, while the yield on the S&P 500 Value 
Index is roughly 2.91%.5  Adding the same 4.0% nominal growth rate forecast to these starting yields 
would result in cumulative income on a $100,000 investment of roughly $33,740 and $34,940, 
respectively, over the next 10-years. 
 

 
              Source: Bloomberg 
 
We highlight the income advantage of stocks versus bonds today to illustrate that valuation in the asset 
markets is relative.  For investors with a longer time horizon, stocks still seem poised to outperform 
bonds.  We suspect this may be particularly true for certain out-of-favor areas of the equity market, 
including international equities, value stocks and small-caps.  More on this subject below… 
 
 
 
 
 
 
 
 
 

                                                           
5 Source: Bloomberg; Standard & Poor’s; MSCI; Yields as of August 21, 2020 
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Question 2:  How Should I Prepare for a Potential Blue Wave? 
 
Our answer to this question is “Balance.” 
 
The election is just one of several variables that makes the current environment historically uncertain.  
Against this backdrop, we believe investment portfolios should be designed with a healthy respect for 
the very wide range of possible futures we face.  This means balance among asset classes, investment 
styles, market factors, and industry sectors.   
 
Focusing specifically on the election, we suspect there may be downside risk in the stock market of 10%-
12% in the event of a blue wave election outcome.  This estimate reflects the approximate impact of a 
change in the corporate tax rate to 28%, as proposed in the Biden platform, and the potential for 
investors to accelerate certain stock sales into calendar 2020 to get ahead of a likely increase in the capital 
gains tax rate.6  We suspect investors should also factor in a non-trivial possibility that the election results 
might be contested by whichever side loses, adding another potential catalyst for weakness at some point 
before year-end. 
 
We note, however, that the stock market has performed best historically when one party controlled both 
congress and the White House, and it didn’t matter which party.7  Moreover, we recommend humility in 
predicting not only the election outcome based upon polling data, but also the stock market’s likely 
response to the outcome.  The 2016 elections serve as a reminder that the consensus narrative is not 
always right on these matters. 
 
Achieving Balance 
 
Fortunately, we believe now might be a particularly opportune time for investors to restore balance to 
their portfolios because there is a larger-than-usual menu of out-of-favor market sectors that might offer 
a compelling risk-reward profile for the future.  We have been responding to these conditions in our 
Managed Equity strategies through security selection and weighting adjustments.  Specifically, we have 
expanded the range of industry and factor exposures in both strategies to prepare them for a wide range 
of possible futures through balance.  Reducing the allocation to platform growth stocks has also been 
part of our strategy, even though we remain committed to these stocks for the long-term at a right-sized 
weighting. 
 
The other path to achieve balance in a portfolio is through asset allocation.  Here we wish to highlight 
international equities as a particularly interesting example of an out-of-favor asset class with potential 
for improvement. 
 
 
                                                           
6 Analysts at Goldman Sachs estimate that every percentage-point change in the effective corporate tax rate should 
impact earnings per share for the S&P 500 Index by about 1.2%, or $2 per share.  An increase to 28% should cause the 
consensus earnings estimate for the index in 2021 to adjust lower by roughly 12%. 
7 Source:  The source for all data in this paragraph is DataTrek Research and Barron’s 
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The Case for International Stocks 
 
In addition to the income advantage of international stocks shown above, markets outside the U.S. trade 
at substantially lower valuation multiples compared to domestic benchmarks following a decade of 
historically substantial underperformance (in the chart below the MSCI EAFE Index represents developed 
international markets, and MSCI EM represents emerging markets).8   
 

 
 

January 1, 2017 to April 30, 2020 
 
We suspect now might be a particularly opportune time for investors to revisit the potential 
diversification benefits of international equities for several reasons, including: 
 
 International indexes are more economically sensitive due to heavier weightings in sectors like industrials, 

materials and financials.  This has been a headwind for the technology-led markets of the past decade, but might 
serve as a tailwind during the recovery phase of the COVID downturn, particularly if the recovery coincides with 
higher domestic interest rates. 

 The U.S. dollar exchange rate is highly correlated with the relative performance of international markets.  Periods 
of dollar weakness tend to correspond with out-performance for international markets due in part to the 
conversion effect of foreign earnings into more U.S. dollars (for a domestic investor).  Several factors are currently 
conspiring to put downward pressure on the U.S. dollar exchange rate, including the convergence of U.S. interest 
rates with levels around the world, and massive budget deficits that require funding from beyond our shores. 

 Major economic disruptions have served as turning points for the relative performance of domestic vs. 
international equity markets in the past.9  The latest 10-year run of substantial out-performance for U.S. stocks 
emerged from the financial crisis in 2008-09.  International markets outpaced the U.S. between the bursting of 
the tech bubble in the early 2000s and the onset of the financial crisis eight years later.  These roles were reversed 
again in the years leading up to the tech bust, when U.S. markets enjoyed a run of out-performance from the 
recession in 1990 through the end of the decade. 

                                                           
8 Source: Bloomberg; MSCI; Standard & Poor’s 
9 Source: Bloomberg; MSCI; Standard & Poor’s 
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What to Expect From Us… 
 
You can expect the topics of asset allocation and portfolio balance to be in focus during reviews with your 
Wealth Advisor at Capital Advisors for the foreseeable future.  In the meantime, please don’t hesitate to 
reach out to your Advisor to initiate the dialogue if you have specific questions or concerns. 
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DISCLOSURES 
This presentation is not an offer or a solicitation to buy or sell securities. The information contained in this presentation has been compiled from third party 
sources and is believed to be reliable; however, its accuracy is not guaranteed and should not be relied upon in any way, whatsoever. This presentation may 
not be construed as investment advice and does not give investment recommendations. Any opinion included in this report constitutes the judgment of Capital 
Advisors, Inc. as of the date of this report, and are subject to change without notice.  
 
This commentary does not purport to be a statement of all material facts relating to the securities mentioned. The information contained herein, while not 
guaranteed as to accuracy or completeness, has been obtained from sources believed to be reliable. Opinions expressed herein are subject to change without 
notice.  
 
The investment return and principal value of an investment will fluctuate so that an investor’s portfolio may be worth more or less than its original cost at any 
given time.  Due to differences in portfolio timing and position weightings, the returns for any individual portfolio managed by Capital Advisors may be lower 
or higher than any performance quoted.  
 
The S&P 500 Index is a stock market index based on the market capitalizations of 500 leading companies publicly traded in the U.S. stock market, as determined 
by Standard & Poor's.  The index is calculated on a total return basis with dividends reinvested and is not assessed a management fee. 
 
The S&P 500 Value Index is comprised of a subset of stocks within the S&P 500 that express value characteristics, including low price-to-earnings and price-
to-book value. 
 
The MSCI EAFE Index seeks to track the yield and price performance of publicly traded companies in developed markets outside the United States. 
 
The MSCI Emerging Markets Index seeks to track the yield and price performance of publicly traded companies in emerging market countries outside the 
United States. 

 
Estimated portfolio yield represents the 12-month run-rate of interest and/or dividend payments in a strategy divided by the market value of the securities 
and cash reserves invested in the strategy.  Estimated interest/dividend payments and market values are calculated by a portfolio accounting system from 
Orion using a single client portfolio that Capital Advisors believes to be representative of clients’ portfolios invested in the same strategy.  The actual portfolio 
yield for any single client portfolio may be lower or higher than the yield quoted.  The underlying holdings of any presented portfolio are not federally or FDIC-
insured and are not deposits or obligations of, or guaranteed by, any financial institution.   
 
Security Recommendations: The investments presented are examples of the securities held, bought and/or sold in the Capital Advisors strategies during the 
last 12 months. These investments may not be representative of the current or future investments of those strategies. You should not assume that investments 
in the securities identified in this presentation were or will be profitable. We will furnish, upon your request, a list of all securities purchased, sold or held in 
the strategies during the 12 months preceding the date of this presentation. It should not be assumed that recommendations made in the future will be 
profitable or will equal the performance of securities identified in this presentation. Capital Advisors, Inc., or one or more of its officers or employees, may 
have a position in the securities presented, and may purchase or sell such securities from time to time. 
 
Items of Note Regarding Exchange Traded Funds: An Exchange Traded Fund (ETF) is an investment company that typically has an investment objective of 
striving to achieve a similar return as a particular market index. The ETF will invest in either all, or a representative sample of the securities included in the 
index it is seeking to imitate. Like closed-end funds, ETFs can be traded on a secondary market and thus have a market price that may be higher or lower that 
its net asset value (NAV). If these shares trade at a price above their NAV they are said to be trading at a premium. Conversely, if they are trading at a price 
below their NAV, they are said to be trading at a discount. 
 
The information provided is supplemental to a fully compliant presentation. A complete list of Capital Advisor’s portfolio models and compliant presentations 
are available by contacting Capital Advisors at the number listed below.  The actual return and value of an account fluctuate and, at any time, the account may 
be worth more or less than the amount invested.  
 
Additional information, including management fees and expenses, is provided on Capital Advisors’ Form ADV Part 2, available upon request or at the SEC’s 
Investment Adviser Public Disclosure site, https://adviserinfo.sec.gov/firm/summary/104643  

 
Additional information, including management fees and expenses, is provided on Capital Advisors’ Form ADV Part 2. As with any investment strategy, there 
is potential for profit as well as the possibility of loss.  Capital does not guarantee any minimum level of investment performance or the success of any 
portfolio or investment strategy.  All investments involve risk (the amount of which may vary significantly) and investment recommendations will not always 
be profitable.  The investment return and principal value of an investment will fluctuate so that an investor’s portfolio may be worth more or less than its 
original cost at any given time.    Past performance is not a guarantee of future results.  Capital Advisors, Inc. does not provide tax or legal advice and 
recommends you consult with your tax and/or legal adviser for such guidance.  Presentation is prepared by: Capital Advisors, Inc. Contact Capital Advisors for 
a list and description of all firm composites and/or copy of our most recent Form ADV Part 2: 1-866-230-5879     www.capitaladv.com    
 
Copyright © 2020, by Capital Advisors, Inc.           2020.08.26R 


